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Abstract

This paper intends to analyze how income

affect the equilibrium stock market
performances and the tax revenues received
by the government from a finance instead of
accounting or public finance perspective. In
our game-theoretic model, active traders the
stock market trade for either speculative or
liquidity reasons while small uninformed
traders submit limit orders to provide
liquidity. (The absence of market makers is
one of the several features that distinguish
the auction mechanism adopted by our stock
exchange, the TSE, and the Paris Bourse
from, for example, the NYSE.) We obtain the
following results. First, when information
acquisition is costly and the stock market is
thin (in the sense that there tend to be more
active traders than liquidity providers), the
stock market is more liquid and less volatile
with the income tax than with the transaction
tax. This happens because the income tax
hurts the informed speculators more than the
uninformed liquidity traders (since the latter
encounter a winner’s curse problem when
competing with the former). However, when
the income tax rate is high, investors no
longer want to spend on information
acquisition, and the price may move too little
to generate enough tax revenues to fill up the
fiscal gap. Second, when the stock market
is thin and the liquidity demand is not too
high, imposing the transaction tax (but not
the income tax) may discourage liquidity
traders from participating, worsening the
adverse selection problem facing the liquidity



providers, which in turn leads to higher
bid-ask spreads. Thus unlike the income tax,
the presence of the transaction tax results in
lower market liquidity and higher volatility.
Does the transaction tax generate more
revenues? In case that the fiscal gap is large
so that the tax rate has to be high, the adverse
selection problem resulting from the
transaction tax may be so serious that there is
little trading volume and the tax revenues
may again be too low. Third, we show that
in general there exists an interior optimal tax
scheme and the optimal tax scheme must
balance the pros and cons of the two tax
codes in a way that it depends on the thinness
of the stock market, the costs of information
acquisition, and the intensity of hedging
demand.

Keywords: Transaction Tax, Income Tax,
Information Acquisition, Market
Liquidity, Market Microstructure,
Speculators, Hedgers, Liquidity
Providers
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